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Issue I
What Is "in Substance a Foreclosure or Repossession"?

Paragraph 34 of FASB Statement No. 15 states:
A troubled debt restructuring that is in substance
a repossession or foreclosure by the creditor, or
in which the creditor otherwise obtains one or
more of the debtor's assets in place of all or part
of the receivable, shall be accounted for according
to the provisions of paragraphs 28 or 33 and, if
appropriate, 39.
SOP 75-2 as amended by SOP 78-2, the proposed SOP on accounting for
allowances for losses on covered real estate loans held by other
creditors, and the proposed revision of the savings and loan
industry audit guides recommend that allowances for losses
be provided on the basis of net realizable value after considering
interest costs on average cost of capital or, if foreclosure or
repossession is probable, at the amount required to reduce the net
carrying amount of the receivable to fair value of the underlying
property.
The fair value may be determined by discounting cash flows
at a rate commensurate with the risk involved, and the provision
required in anticipation of foreclosure would exceed significantly
in many instances that based on the net realizable value computations
using average cost of capital.

Furthermore, accounting for fore-

closed or repossessed property and its subsequent sales differs
significantly under the provisions of FASB Statement No. 15 from
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accounting for modification of terms.

Thus, the Real Estate Com-

mittee and others believe it to be desirable to determine clearly
what is meant by "in substance a repossession or foreclosure,"
particularly in light of the observations in SOP 75-2 as amended
by SOP 78-2 and the proposed SOP on allowances for losses that
recovery on real estate loans that have become troubled is ordinarily
limited to what can be recovered from the operations or sale of
the property securing the loan.

Otherwise, the committee believes

diversity of practice will develop for transactions that are substantially the same in character.
Discussion

of the Issue

Paragraph 84 of Appendix B to FASB Statement No. 15 states
the basis for the Board's conclusion,
Several respondents... suggested that the Statement
should explicitly state that troubled debt restructurings that are in substance transfers of assets
should be accounted for according to that substance.
The Board agreed that a restructuring may be in substance a foreclosure... even though formal...proceedings are not involved. Thus, the Statement
requires accounting for a transfer of assets if,
for example, the creditor obtains control or ownership (or substantially all of the benefits and risks
incident to ownership) of one or more assets of the
debtor and the debtor is wholly or partially relieved
of the obligations under the debt, or if both the
debt and one or more assets of the debtor are transferred to another debtor that is controlled by the
creditor.(emphasis added)
In real estate lending, the terms of the credit agreement or
the financial position of the debtor frequently leaves the creditor
in a position of enjoying the economic benefits and risks of ownership
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and adequate control over operations, refinancing, or sale of the
property without foreclosing and taking title.

The debtor in

return may be dissuaded from giving a deed in place of foreclosure
because of adverse tax consequences, exculpatory clauses in the
loan document, nonrecourse by legal right, or even effectively
recovering cost and profit on his services in operating or selling
the property at the expense of the creditor whose costs and expenses
in foreclosure might be higher.
Some of the circumstances surrounding troubled real estate
loans may include:
1. Mortgagee in possession arrangements-the creditor
controls operations and cash proceeds but the debtor
remains obligated on the debt.
2.

The creditor has the right to force refinancing or
sale of the property but the debtor remains obligated
on the debt.

3.

The loan is nonrecourse, but the debtor remains in
control and is not expressly relieved of his obligations
under the debt.

If the expected recoveries from

operations or sale of the property are less than the
amount of the loan plus accrued interest (including
interest that continues to accrue under the terms of
the loan), the creditor would have the benefits and
risks of ownership.
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4. The debtor has no financial resources other than
the property, but the debtor remains in control and
is not expressly relieved of his obligations under
the debt.

If the expected recoveries from operations

or sale of the property are less than the loan plus
accrued interest (including interest that continues
to accrue under the terms of the loan), the creditor
would have the benefits and risks of ownership.
5.

The creditor forebears from foreclosure because of
fear that the cost of foreclosure will exceed the
benefits derived or that institution of foreclosure
proceedings will trigger a bankruptcy filing. Without
foreclosure, the creditor may enjoy substantially all
the benefits (and bear the risks) of ownership because
of the continuation of accrual of interest at a rate
exceeding the results of operations or recovery of
value of the property.

6. The creditor forebears from foreclosure but continues
to fund cash requirements for holding and operating
the property, including costs of the debtor.

In the

event of foreclosure, the same costs would have to be
borne by the creditor. Without foreclosure, the creditor
may enjoy substantially all of the benefits (and bear
the risks) of ownership because of the continuation of
accrual of interest under the terms of the loan at a
rate exceeding the results of operations or recovery
of value of the property.
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Altemative 1
Some members of the committee and others believe that the
example in paragraph 84 of FASB Statement No. 15 was intended to
describe completely the circumstances in which a troubled debt
restructuring was deemed to constitute in substance a repossession
or foreclosure.
1.

Thus the circumstances require:

The creditor to obtain control or ownership
(or substantially all of the benefits and risks
incident to ownership) and

2.

The debtor to obtain whole or partial relief
from the obligations under the debt.
or

1. Both the debt and one or more assets of the
debtor to be transferred to another debtor controlled by the creditor.
Thus, under this view, unless a debtor is expressly relieved
of his obligations under the debt and has no further relationship
to the property, including enjoyment of its income tax attributes,
the existence of control by the creditor or the enjoyment of substantially all the economic benefits and risks incident to ownership
by the creditor do not constitute in substance foreclosure.
The event that would cause application of foreclosure accounting
would be the receipt of a deed in lieu of foreclosure, execution of
a document relieving the debtor of obligations, or obtaining of
documents of control over the debtor organization.
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Alternative 2
Some members of the committee and others believe that paragraph 34 and the explanation in paragraph 84 of FASB Statement No.
15 were intended to convey the principle of economic substance.
Thus once the creditor determines that he has the economic risks
and benefits that he would enjoy were he the owner of the property,
he is in the same position in economic substance as he would be had
he foreclosed on the property and retained the debtor to manage
the operations or sale of the property.

The fact that he leaves

the tax status of the debtor undisturbed and permits the debtor to
retain income for his services are not substantial benefits of
ownership under the circumstances.

Under this view, substantially

all of the circumstances discussed above would constitute a foreclosure or repossession unless the fair value of the property exceeded the creditor's claim including the claim for interest that
continues to accrue under the terms of the loan.
The events that would cause application of foreclosure accounting
would be the modification of the lean agreement, forebearance beyond
the default period under the loan document or, should they occur
beforehand, receipt of a deed in place of foreclosure or obtaining
documents of control over the debtor organization.
Issue 2
Partial Refinancings of Troubled Real Estate Loans
FASB Statement No. 15 provides that loss recognition in
restructurings involving modifications of terms or a combination
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of modification of terms and partial settlement is appropriate
only when total cash flow (principal and interest) is expected
to be less than existing principal.

In real estate lending, par-

ticularly loans for the purpose of construction and development
of real property, partial settlement may be made from the proceeds
of a new prior lien financing of the developed property.

The

original creditor thereby becomes a creditor whose loan is secured
by a lien on the property subordinated to the new financing.

The

subordinated loan frequently bears new payment terms as well.

If

this type of restructuring occurs to a troubled debt, the loss
recognition will be materially affected by the conclusion under
FASB Statement No. 15 on whether it is a combination of modification
of terms of the original loan and partial settlement by receipt of
the proceeds of the new financing or a receipt of assets consisting
of the proceeds of the new financing and a new subordinated obligation
in full settlement of the original loan.
The committee recognizes that resolution of the issue of what
is "in substance a foreclosure or repossession" may bear on this
issue.

Thus, in transactions in which the creditor-debtor

relationship is nominally retained but in which the creditor
becomes in substance the owner of the property, the accounting
for foreclosures would be appropriate.

Therefore, only if the

creditor-debtor relationship is retained in substance would
this issue arise.
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Alternative 1
Some members of the committee and others believe the Board
intended that such restructuring be considered to be a partial
settlement with a modification of terms on the unpaid balance.
This view is based on the fact that the original creditor remains
a creditor of the same debtor following the restructuring.
In their view, many modifications involve a change in the priority
of a loan as well as changes in maturity and interest rate and not
just modifications of real estate loans.

Accordingly, since the

Board did not refer to such a modification as an exchange transaction, that should not be inferred.
Alternative 2
Some members of the committee and others believe that irrespective of whether such a restructuring involves a troubled debt or
an obligation of a debtor in no financial difficulty, the transaction
is an exchange involving cash and a new note bearing characteristics
of security and terms substantially different from those of the
refinanced obligation.

In other words, the debtor receives the

privilege of subordination for which he ordinarily pays a higher
interest rate, and the creditor gives up his prior lien for which
he ordinarily receives compensation in the form of a higher interest
rate.

The fact that a debtor in financial difficulties may also be

receiving a concession, according to this view, should not obscure
this exchange any more than it would were he receiving a concession
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in any other transaction involving exchanges of assets or equity
in full settlement of his obligation.

Accordingly, the proponents

of this view believe he should record the new note at its fair
value in the settlement as he would were he to receive an equity
interest in the property.

